International 
Marketing Information 
Series 


44 
Sy ge’ 


Foreign Economic Trends 
and Their Implications 
for the United States 


JUNE 1982 
PAPUA NEW GUINEA 


FET 82-054 
Frequency: Annual 
Supersedes: 81-046 


PREPARED BY 
AMERICAN EMBASSY PORT MORESBY 


U.S. DEPARTMENT OF COMMERCE 


International Trade Administration 
Washington, D.C. 20230 


Available by subscription from the Superintendent of Documents, GPO, Washington, D.C. 20402. 
Annual subscription, $55 Foreign mailing, $13.75 additional. Single copies, $1.50, available from 
Publications Sales Branch, Room 1617, U.S. Department of Commerce, Washington, D.C. 20230. 








ecified) 


5 


a 
c 


”) 
= 
= 
, 
wv 


' 


nless oth 


1 


\ 





— 
. oO 
@ 4 Y 








INTRODUCTION 


Papua New Guinea (PNG) was fortunate that the first 
four years of independence coincided with a period 
of generally high world prices for its major export 
commodities. After an adjustment in 1976 to 
compensate for a drop in post-independence financial 
support from Australia, Papua New Guinea signed a 
five-year agreement on aid levels with the 
Australian government. These two factors--high 
commodity prices and assured levels of aid--allowed 
Papua New Guinea to face its new political status 
without severe economic challenges. 


During these early days, macroeconomic policies such 
as the "hard kina" strategy to combat inflation, 
efforts to maintain government expenditures at a 
Sustainable increasing level, and the use of commodity 
Stabilization funds to moderate the effects of 
fluctuating prices were established. These provided 
Papua New Guinea with a firm policy framework when 
economic problems arose in 1980. 


Although inflation reached a high of over 12 percent 
in 1980, the Consumer Price Index has now fallen to 
5.5 percent. The foreign debt burden is relatively 
light and, despite expected continued borrowings 
through the mid-1980's, it should remain manageable. 
Mineral resources abound, and large petroleum finds 
are a possibility. The traditional social system, 
although changing with modernization, remains a force 
binding this society of 700 different languages 
together. The "brain drain" is non-existent, and 
better educated Papua New Guineans continue to move 
into positions of greater responsibility. Opportuni- 
ties are increasing in an expanding private sector. 


Although the macroeconomic structure is basically 
sound, Papua New Guinea must soon address a number 
of issues in order for development to proceed 
smoothly. Among these are the shortage of skilled 
manpower and the surfeit of unskilled labor, land 
tenure problems, low productivity combined with 
relatively high money wages, and the inefficient 
operation of many Provincial governments. In 1981, 
the national government did begin to deal with some 
of the more difficult challenges such as declining 
agricultural production, the overly large public 
service, low standards of education, frequent power 
outages, and what might have been a too rapid rate 
of localization of private and public sector jobs. 
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MINERALS, PETROLEUM, AND ENERGY 


The first stage of the giant $1.6 billion Ok Tedi 
Copper and Gold Mine in the Star Mountains in 
western Papua New Guinea is scheduled for completion 
in May 1984, when gold production will commence. A 
joint venture of Bechtel and Morrison-Knudsen is the 
prime contractor on the project. Other possible 
minerals developments that may begin producing later 
this decade or in the early 1990's include Porgera 
(gold), Frieda River (copper), and Ramu Nickel 
(nickel, Chromite). 


Bougainville Copper Limited (BCL), operating in the 
North Solomons Province since 1972, is the largest 
business in Papua New Guinea. After a disappointing 
year in 1980, BCL increased its 1981 production 
volume of copper by 13 percent, gold by 20 percent, 
and silver by 15 percent. Production levels, how- 
ever, are still well below the volumes in the late 
1970's. Unfortunately, continued low world prices 
for these metals meant that revenues did not rise 
correspondingly. Over the longer term, BCL predicts 
that ore grades and production will continue to 
decline unless the government issues additional 
mining leases. 


In late 1980, the Department of Minerals and Energy, 
because of a staff shortage, stopped accepting 
applications for new minerals exploration authority. 
However, quite a few companies submitted applications 
prior to the deadline, including Esso Minerals which 
has begun a $25 million, five-year exploration 
program. 


Although there has been periodic oi] exploration in 
PNG since the early 1900's, commercial quantities of 
petroleum have yet to be found. An exploration "boom" 
is now getting underway, with Gulf, Amoco, and a 
number of smaller American and foreign firms already 
active and several other oil exploration groups having 
applications pending. With most of them planning to 
drill their initial wells within the next two years, 
by late 1983 prospects for petroleum development 
Should be clearer. 


Papua New Guinea has large untapped hydroelectric re- 
sources and is constructing several large and small 
hydroelectric projects. There wili be further study 
in 1982 of a natural gas field near Kerema in Gulf 
Province, and a potential off-shore deposit in the 
Same general area. Both of these could contribute 
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Significantly to making Papua New Guinea energy 
self-sufficient. The government has asked Conzinc 
Rio Tinto Australia (CRA) to explore the feasi- 
bility of constructing an aluminum smelter that 
would draw power from a hydroelectric project that 
might be built on the Vanapa River. 


Energy conservation has become an increasingly im- 
portant priority in Papua New Guinea. Government 
power subsidies ended as the cost of electricity 
rose 35 percent in November 1980, 25 percent in 
April 1981, and a further six percent for large 
consumers in January 1982. Programs to develop 
firewood and charcoal for home cooking are 
underway. The 1982 budget provides for a special 
depreciation allowance for capital expenditures 
On equipment that will reduce energy consumption. 
The Electricity Commission initiated a successful 
Campaign in 1981 to educate the public about the 
need for energy conservation. 


AGRICULTURE AND PRIMARY INDUSTRY 


Papua New Guinea's major agricultural commodity 
exports are the three "C's"--coffee, cocoa, and 


copra. In the first nine months of 1981, the 
quantity of cocoa exported was down 16 percent 
while copra increased four percent. However, 
because of record low world market prices, the 
value of cocoa exports during this period de- 
clined 35 percent, coffee dropped 45 percent, and 
copra was down 36 percent. 


In November 1981, the government announced a 
number of initiatives designed to stimulate the 
agricultural sector. These measures include a 
proposal to improve inadequate extension services, 
investment incentives for tree crops (coffee, 
cocoa, coconuts, palm oil), improvements in 
management assistance to smallholders, and amend- 
ments to the poorly conceived Plantation Redis- 
tribution Scheme to provide secure land tenure 

for expatriate owners of plantations. The success 
of these new measures plus the anticipated start 
of recovery of world prices for Papua New Guinea's 
commodities in late 1982 or early 1983 would 
somewhat improve conditions in the agricultural 
sector. Additional credits for agriculture 
available from the World Bank and the Papua New 
Guinea Development Bank should provide further 
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improvement in the longer term. However, heavy 
investment in the agriculture sector will be re- 
quired for any significant increase in production. 


The problem of land tenure will continue to be a 
serious constraint on the development of large- 
scale agriculture. A large proposed rice project 
in the Mekeo Valley seems to have become the most 
recent casualty of this problem. Most of the land 
in Papua New Guinea is communally owned by clans 
or extended family groups that ownership to 
subsequent generations. Land trans [0 OUut- 
Siders is generally possible y with the con- 
currence of all members of the community, a pre- 
requisite that is oe lie 1. There are a 
number of imaginati SO ion he ] 
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the Bougainville Copper mine and a doubling of oil 
prices), and “policy leaks" (overspending in 1980, 
excessive wage increases, and excessive growth in 
private sector credit) make it necessary to reduce 
government expenditures for goods and services by 
three percent in real terms in both 1982 and 1983. 
Total government expenditure in 1982 will thus be 
751 million kina, including 101 million kina for 
debt service payments (principal, interest, fees). 
Required foreign commercial borrowing will 
probably be $100 million in 1982. 


The "adjustment" mentioned above will be made in 
two stages in order to vitiate its negative impact 
on the economy. The government anticipates that 
the 1984 and 1985 budgets will each grow at a one 
percent per annum real rate. These plans may 
change if a new government takes office in August 
1982. 


The government has reaffirmed the commitment made 
in 1980 to maintain company tax rates at 1980 
levels through 1984, citing an already high level 
of direct taxes in Papua New Guinea. New revenue 
measures in the 1982 budget are designed to raise 
20 million kina this year and include increased 
taxes on luxury goods, motor vehicles, fuel, beer, 
and cigarettes. The general import levy on all 
items other than basic consumer foodstuffs (such 

as sugar, rice, canned meat, and fish) will in- 
crease from the old level of 234 percent to 33 
percent. Some Provincial governments are beginning 
to impose local retail sales taxes. The government 
is beginning to consider broadening the tax base 
but will face political constraints in this effort. 


Relatively high money wages in Papua New Guinea 
tend to work against import substitution. (The 
minimum wage is now over $56 per week.) For this 
and other reasons, the government has announced 
plans to establish a mechanism to monitor and 
control wage increases more effectively in the 
future. 


Australia, under its 1981-1986 aid agreement, will 
provide Papua New Guinea an untied grant amounting 
to 27 percent of the 1982 budget. This grant will 
decline five percent per annum in real terms 
through 1986 when the current agreement expires. 
Papua New Guinea faces a challenge in generating 
internal revenues to compensate for this reduction. 
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The National Public Expenditure Plan (NPEP), re- 
presenting 27 percent of total government 
expenditure for goods and services in 1982, is a 
"rolling" plan covering a four-year period and 
revised each year. The NPEP is a list of priority 
projects designed around strategic objectives 
rather than departmental functions. The resources 
devoted to new development projects have been 
expanding every year. The NPEP procedures are 
still undergoing refinement, but the process 
provides a guide to assuring that the budget ade- 
quately reflects Papua New Guinea's development 
goals. 


PROVINCIAL GOVERNMENT 

The current policy of devolving central government 
power to the provincial governments is an important 
consideration for potential foreign investors in 
Papua New Guinea. The national government has 
transferred some functions to the 19 provincial 
governments who are struggling with these new 
responsibilities. Insufficient manpower, inexperi- 
ence in fiscal matters, and the lack of a national 
consensus on the devolution process all complicate 
the development of effective provincial management. 
Proposals to provide provincial governments with 
greater input into the investment approval process 
and the increasing number of provincial governments 
instituting local taxes will mean that businessmen 
will have to spend more resources to coordinate 
with this level. 


Provincial governments, because they are more 
sensitive to local concerns than the national govern- 
ment, may some day provide excellent bases and 
catalysts for local development. Thus far, however, 
ather than fulfilling such a role, some provincial 
vernments have been a drain on the economy. The 
of decentralization is ambitious and, 

possibly, a necessary element for nation-buiiding 
in Papua New Guinea. More time will be necessary 
before conclusions about the process' ultimate 

worth can be drawn. 
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INVESTMENT 


he climate for investment in Papua New Guinea remains 
enerally favorable. There are certain features, 
owever, that differ from many other developing 
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countries. For example, the current role of 
provincial governments obliges foreign investors 

to deal with two tiers of government. In addition, 
the national government's "localization" policy-- 
replacing expatriates by nationals--requires 
foreign firms to participate to a greater extent 
than usual in the training process. 


The National Investment and Development Authority 
(NIDA) coordinates approval of applications from 
potential foreign investors. Under the National 
Investment Priorities Schedule, NIDA reserves a 
number of areas exclusively for national investors. 
The list of sectors in which the government en- 
courages foreign investment, however, is extensive 
and includes minerals and petroleum, forestry and 
integrated forest industries, fishing and inte- 
grated fishing industries, integrated shipbuilding 
and ship repair, tourism, agriculture and live- 
stock, export-oriented secondary industries, and 
technical and professional services. 


NIDA received considerable criticism in 1981 when 
there were fewer approvals representing less 
investment than ever before. The NIDA process 
for approval of investments is unwieldy both 
because NIDA only coordinates among other 
agencies that must participate in the investment 
decision and because the government has not yet 
developed a clear foreign investment policy on 
other than large-scale investment projects. A 
recent amendment to the NIDA Act requires for- 
eigners engaged in small retail stores to sell 50 
percent of their holdings to Papua New Guineans 
by the end of 1983. Although the direct effects 
on other sectors may not be significant, some 
expatriate businessmen are concerned about the 
possibility of further abrupt rule changes. 


Investors should be aware that the NIDA approval 
process may be the most difficult aspect of their 
investment activity here. Once past this initial 
hurdle, the stable and conservative political 
system in Papua New Guinea provides a framework 
within which there are excellent opportunities to 
operate profitably. 


The largest American investment in Papua New 

Guinea is the 0k Tedi Copper and Gold Mine in which 
Amoco Minerals, a subsidiary of Standard Oil of 
Indiana, has a 30 percent interest. Starkist plans 
to construct a tuna cannery on New Ireland in 
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Foreign reserves at the end of the third quarter of 
1981 equalled 4.8 months of imports. 


Attempts to improve the agriculture export sector, 
import substitution, revenues from Ok Tedi gold 
production beginning in 1984 and copper in 1986, 
and world commodity price increases should help 
reduce balance-of-payments deficits by mid- 
1980's. 


The termination in mid-1981 of direct and regular 
shipping service between Papua New Guinea and the 
United States West Coast may have a depressing 
effect on American exports to Papua New Guinea. On 
the other hand, the Ok Tedi project, through its 
Bechtel/Morrison-Knudsen prime contractor, may 
purchase substantial quantities of U.S. goods and 
services, especially if Papua New Guinea's appli- 
cation to the Export/Import Bank for export credits 
is approved. Good prospects continue for American 
firms in the energy sector (especially alternative 
energy technology), consultancy (in most sectors), 
mining and construction equipment, and computer 
hardware and software. 


BANKING AND FINANCE 





Since independence in 1975, Papua New Guinea has 
maintained an anti-inflation policy called the 
"hard kina strategy." The primary elements of 
this policy are periodic revaluations, limits on 
wage increases, price controls on key items, and 
limitations on government spending. The hard kina 
Strategy probably contributed through the late 
1970's to keeping Papua New Guinea's inflation 
levels below the rates of its major trading 
partners. However, over the past two years, 
policy has been subject to criticism with some 
economic policy-makers concerned about the possible 
impact of the policy on export competitiveness and 
import substitution. 


The last formal revaluation of the kina (five 
percent) was in December 1979. In July 1981, 
the Minister of Finance announced that revaluation 
as a method to insulate Papua New Guinea from the 
effects of international inflation would no longer 
be government policy. Some leaders have even 
suggested the possibility of a devaluation. Any 
such measure, however, is unlikely before the next 
government is formed in August. 1982. 
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The Consumer Price Index (CPI) reached a peak of 
12.5 percent for the year ending June 30, 1980. 

For the year ending December 31, 1981, the CPI 

was down to 5.5 percent, indicating some success 

in the government's efforts to reduce inflation. 
Planned reductions in government expenditures for 
1982 should help maintain CPI increases at moderate 
levels. Some observers think that with rapidly 
changing urban lifestyles, it is probably time to 
reevaluate and update the CPI's market basket. 


In August 1981, the Papua New Guinea government 
obtained its fourth foreign commercial loan since 
independence. A syndicate led by Chemical Asia, 
Ltd. provided Papua New Guinea with $100 million. 
Interest will be 0.5 percent over LIBOR for the 
first six years and 0.625 percent for the final 
four years. As with the earlier loans, this 
borrowing was oversubscribed; the terms were 
better than any of the previous borrowings, re- 
flecting the confidence of the international 
banking community in Papua New Guinea's economic 
future. 


Papua New Guinea will probably require foreign 
commercial loans totalling $100 million in 1982 


and again in 1983. In addition, the government 
will need up to $21 million in 1982 to finance 
its equity participaticn in the Ok Tedi project. 


In 1981, the International Monetary Fund approved 
Papua New Guinea's use cf the Compensatory Finan- 
cing Facility for balance-of-payments support 
valued at SDR 45 million ($52 million). 


The Bank of Papua New Guinea set a limit of 45 
million kina on the expansion of commercial bank 
lending in 1981 (13 percent over 1980 levels). 
According to the bank, the main purpose of this 
limit, in combination with a three percent 
increase in interest rates (bringing the prime 
rate up to 14.5 percent), was to dampen infla- 
tion, encourage savings, and reduce demand for 
loans. Because of the tight monetary policy, 
the Commercial banking institutions were parti- 
cularly cautious in their lending. This caution 
was reinforced in mid-year when one commercial 
bank was penalized for having gone below the 
liquidity requirements set by the Central Bank. 
The result was a liquidity squeeze during the 
second half of 1981. For 1982, the Bank of 
Papua New Guinea has set a figure of 50 million 
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kina for growth in commercial bank lending. 


The Bank of Papua New Guinea has encouraged foreign- 
owned companies with access to overseas funds to 

use them and directed local banks in Papua New 
Guinea to focus their financing on national firms 
involved in export or import-substitution activi- 
ties. 


In 1981, the government invited a number of foreign 
commercial banks to submit proposals for establish- 
ing new retail banking operations in Papua New 
Guinea. The government hopes that new entrants 
would reinvigorate the banking sector and be more 
responsive to Papua New Guinea's developmental needs. 
In February 1982, the Finance Minister announced 
that Lloyd's Bank International and the Banque de 
1' Indochine et de Suez have been selected to set 
up operations in Papua New Guinea. 
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Here's acalendar of U.S. trade promotion events to be 
held abroad during the upcoming months. It's yours free 
for the asking. You'll find out about exhibitions, trade 
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agricultural machinery or textiles manufacturing 

7 ~— equipment, energy systems or computers, we've got an 
exhibition custom tailored to your export needs—and 
designed to introduce your products to ready and eager 
buyers overseas. 


Send for your free copy of the Overseas Export 
Promotion Calendar today. Your world markets are 
waiting. 
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U.S. DEPARTMENT OF COMMERCE 
International Trade Administration 
Office of Export Marketing Assistance 
Export Communications Section, Rm. 4009 
Washington, DC 20230 


Yes! Please send me my free copy of the Overseas Export Promotion Calendar. 


Name 
Company 
Address 


City 








